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Abstract—The main source of growth for Indian Economy 
is Banks. Everyone has different needs like someone require 
loan to buy a house, to buy an equipment for farming etc. and 
these needs are fulfilled by the financial sector of India which 
comprises of banks, NBFC, cooperative societies etc. NPA 
(Non-Performing Asset) is a critical factor which has 
adversely impacted the development and growth of the 
economy. This research discusses the impact of NPAs on the 
profits of banks. This research attempts to analyze the impact 
of few important financial heads on NPAs of banks and to 
suggest on effective management of NPAs. According to RBI 
data, five banks (public and private) with highest NPAs were 
taken for the study for period 2014-2015 to 2018-2019. The 
research applied correlation analysis to compute the 
relationship between net profits and NPAs and multiple 
regression analysis to determine the impact of important 
financial heads on NPAs. 
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1. Introduction 


It has been contended by various market analysts that a 
good financial system provides an easy flow of reserve funds 
which eventually help in financial development. Many 
economists are of the view that a good economic growth needs 
to be supported by a good financial system which would 
ensure easy flow credit and also credit creation. A sound 
financial system can help in accomplishing proficient 
distribution of assets by minimizing the issues arising due to 
market erosions etc. Among the various known qualities of a 
well-working financial system, the support of a couple of 
NPAs is a significant one. However NPAs beyond a particular 
level becomes a matter of concern for everyone. NPAs affect 
the flow of credit which in turn affect the development and 
growth of the economy hence proper flow of credit is the need 
of the hour. Banks not only raise assets through new deposits 
but they also reuse the assets which they get from the 
borrowers. Thus, when a customer do not return the money 
thereby creating a NPA, it affects credit creation and reuse of 
credit. Besides this, NPAs affects the profits earned by the 
banks as they have to create bigger provisions for doubtful and 


bad debts. In this way, the issue of NPAs is not only a worry 
for the lenders but also a worry for strategy makers too who 
are involved in contributing financial development on the road 
to success. 

The financial sector in India went through lot of modifications 
and the idea of NPA was introduced in India based on the 
suggestions given by the Narasimham Committee in 1991 
which was followed up by setting up of a proper accounting 
system. 04] 


A. Meaning of NPA 


Reserve Bank of India has provided guidelines for 
determining when an asset becomes NPA. 


1. If interest/instalment of principal with respect to Term 
Credit is due for more than ninety days, it is considered as 
NPA. 

2. If Overdraft/Cash Credit (OD/CC) amount is persistently 
greater than the sanctioned limit for more than ninety 
days then it is considered as NPA. 

3. If the overdue bills purchased and discounted exceed 
ninety days then it is a non-performing asset. 

4. If interest/instalment of principal with respect to 
agriculture advances is due for two harvest seasons but 
the duration is not surpassing two terms of six months on 
account of advance granted, then it is considered as NPA. 

5. Any receivable amount that is due for more than ninety 
days in regard of other accounts, then it is considered as 
NPA. 


B. Factors responsible for NPA 


1. Diversification of funds for purposes other than actual. 

2. Decline of business because of failure in 
product/marketing as well as failure in financial 
administration, stressed work relations, selection of 
unseemly innovation, utilizing obsolete hardware, 
specialized issues and outdated products. 


Q 
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Economic downturn, input deficiency, power shortage, 
price escalation, mishaps, natural calamities and issues 
with clients leading to non-payment of over dues. 

Over run cost and time during project implementation 
stage. 

Frequent change in Government policies like changes in 
pollution control standards, excise duties, poor credit 
choices, priority sector lending and legal system. 

Wilful default, redirecting assets, extortion and 
misappropriation of funds. 


Classification of NPA 


For the purpose of making provision for NPAs, different 


advances of a bank are classified into four categories with 
variable provision, as explained in detail below. 


1. 


The assets in which the risk associated with them is just 
the basic risk which is associated with every business and 
also they don’t have any issue are termed as Standard 
Assets. Earlier no provisions was required on standard 
assets. However from 31.3.2003, a 0.25% provision needs 
to be created by the banks on standard assets on the basis 
of global loan portfolio basis. 
Assets which are non-performing asset and not exceeding 
two years are termed as Sub-standard assets. However 
from 31.03.2001, sub-standard assets are those assets that 
have remained as non-performing asset for less than 18 
months. In such scenarios, it is not possible for the banks 
to recover all the dues from the customer as the current 
market value of the asset or net worth of the borrower/ 
guarantor is not enough. It means that if the anomalies are 
not rectified then such assets will have a credit gap and 
this will hamper the liquidation of debt and thus there are 
chances of some loss that has to be borne by the banks. A 
10% provision of the total outstanding amount has to be 
made in case of sub-standard assets. 
Assets which are non-performing asset and have exceeded 
two years are termed as Doubtful Assets. However from 
31.03.2001, doubtful assets are those assets that are non- 
performing asset and exceeding 18 months (1.5 years). 
All the components of sub-standard assets are present in 
Doubtful assets along with the additional components. 
There are two components for provision in respect of 
doubtful debts. They are as per the following: 

a. Ifa part of debt is not covered by the attainable 

market price of the asset then a hundred percent 
provision has to be made for that part. 


b. In addition to the above (a) for the secured 
portion of the doubtful assets, depending upon 
the duration of the doubtful asset, a provision 
ranging from 20% to 50% will be made. 

4. Loss Assets are those losses which are recognized by the 
bank, auditors or through inspection conducted by the 
RBI however the entire amount has not been discounted. 
It means that the asset with the bank is not worthy or its 
worth is so less that it cannot be considered as an asset 
even though it might have some recovery value associated 
with it. The whole asset ought to be discounted. In such 
scenarios, the asset is kept in the books and hundred 
percent of the 'net book value' ought to be given. 


Standard 
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Figure lAsset Classification 


D. Impact of NPA 


1. Profitability: The profits and NPAs are inversely 
proportional. With increase in NPA, there will be 
decrease in profits because the banks do not receive the 
payments and along with this the banks also need to 
create bigger provisions according to the type of NPA. 
Usually banks create provision ranging from 20% to 50%. 

2. Credit contraction: With increase in the NPAs, funds are 
not easily reused causing a decrease in the lending 
capacity of banks thereby decreasing the income of the 
banks. A monetary log jam may be caused if the NPAs 
contract the cash stock. 

3. Liability Management: With rise in NPAs, the interest 
rates of deposits will be reduced by the banks and interest 
rates on loans will be increased in order to maintain net 
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interest margin. This may cause hindrance in the overall 
functioning of financial sector as customers will not easily 
get loans and even if they get it, they may have to pay 
high interest and this will hampers the banks business and 
also economic growth. 

4. Shareholders’ confidence: Usually shareholders are 
mainly concerned about gaining higher dividends on their 
investments. However if the banks have high NPAs then 
the profits earned by the banks are very less which in turn 
means that the shareholders might get very low dividends 
and in some case they may lose out on their investment. 
The banks are required to obtain an approval from the 
RBI before declaring the dividend if the banks have net 
NPA level at 5% or more 

5. Public certainty: With rise in NPA, the population starts 
questioning the credibility of the banks and may show 
resistance which in turn will cause liquidity issue in banks 
as people may not invest or deposit money in the banks. 


Thus rising NPAs is neither good for the banks as it 
hampers their profits nor it is good for economy. 


E. Key Financial Heads 


1. Total Assets is defined as “sum of current and long term 
assets owned by a person, company or other entity”. 

2. Total Deposits is defined as the “money deposited in a 
bank for safety”. 

3. Total Advance is defined as “loan given by a bank to a 
customer, against the security of an asset”. 


u. REVIEW OF LITERATURE 


In [1] it was highlighted that ROA is negatively related to 
NPA. It showed that ownership had significant influence on 
the NPAs i.e. there was higher NPAs in public sector. The 
research also explained that the banks possess assets of 
deteriorating quality which eventually have an adverse impact 
on the economy. In [2] it showed the impact of important 
financial heads on the NPAs. The research was conducted 
using multiple regression and suggested that banks should try 
to manage Total Assets (TA) and Total Deposits (TD) for 
reducing future NPAs and managing existing ones. In [3] a 
brief about NPA was given. The research was done to check 
whether profitability is related to NPA. The research also 
determined how the profits of banks are affected due to NPA. 
It suggested that NPAs cannot completely be removed but it is 
possible to control it. In [4] it emphasized on the fact that 
NPAs not only affect the financial institutions but overall 
financial system gets affected. The study was performed on 


selected banks to assess changes in the bank’s profit due 
NPAs. The study also suggested that now the assets possessed 
by banks will be assessed along with other factors viz. 
Deposits, number of branches etc. In [5] the impact of gross 
Non -Performing Assets/gross advances ratio on net profit 
(total assets %) was explained with help of linear regression. 
The statistical significance was tested using t-statistics and the 
fitness of the model was tested using F-statistic. 

In [6], it explained about the various provisions the banks 
are required to create with respect to different asset class. In 
the research, multiple regression was used to examine the 
impact of the selected financial ratios on NPA. The lending in 
the priority sector has been a positive for public banks 
however it suggested that the transaction costs should be 
reduced in order to increase the profits. In [7] a research was 
conducted on the data of scheduled commercials banks which 
was taken for ten years. The study was conducted using ratio 
analysis and regression analysis. It suggested that NPAs and 
profits are inversely related. In [8] an overview of the NPA 
scenario sector wise was given. The research also suggested 
the ways through the banks can recover and reduce NPAs. The 
research also examined the overall impact of NPA on the 
banking sector of India. The research showed that there has 
been an uptrend in NPAs in the last few years and suggested 
that the banks must be agile and proactive while selecting their 
clients before lending them. The causes of NPAs was 
examined and its impact was analyzed in [9]. The research 
explained about the classification of NPAs and also suggested 
the ways to recover from NPA through various channels. The 
research suggested that banks should be more proactive and 
take stringent measure and consider the ROI or credit score of 
customers before lending them. In [10] it was highlighted that 
with increase in the credit in the economy, there has been an 
uptrend in the NPAs of banks. It also gave an overview of the 
various factors responsible for NPAs. The research was 
conducted to analyze the relation of share price and Non- 
Performing Asset (NPAs). The research showed that there was 
a strong relation between share price and NPAs in case of 
private banks however it differed for public banks. 


In [11] it highlighted the current scenario of NPAs in India. 
The data was collected for three years and correlation and 
trend analysis was performed. The research showed a negative 
correlation between profits and NPAs. In [12] it highlighted 
the status of NPA of banks in India and also suggested various 
ways through which banks can handle the existing NPAs and 
avoid future NPAs from occurring. The research also 
explained the impact of NPA on various factors like 
shareholder’s confidence, capital adequacy etc. The research 
suggested various ways like technical write offs, one time 
settlement scheme, recovery camps etc. to reduce NPAs. [13] 
explained that the profits earned by bank is impacted by many 
factors. The research compared the important factors of profits 
for SBI and HDFC bank and it was seen that in case of SBI, 
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business per employee was the key determinant for profit 
while bank size and advances were the determinants in case of 
HDFC bank. In [14] it explained that due to NPAs the credit 
creation and recycling of credit gets adversely. The research 
gave an overview of the Narasimham Committee Report, 1991 
which gave many recommendations to be implemented in the 
financial sector. In [15] a diagnostic and exploratory research 
was performed with an effort to analyze the loan assets 
composition in banks. In the research the data was collected 
for five years for the amount of composition of loan assets 
(sub-standard, doubtful, loss). The research showed that sub- 
standard assets were high in banks (public and foreign) while 
doubtful assets were high in private banks. 


m. RESEARCH METHODOLOGY 
A. Statement of the Problem 


NPA is a critical factor which has adversely impacted the 
financial sector in India. NPAs beyond a particular level 
becomes a matter of concern for everyone. NPAs affect the 
flow of credit which in turn affect the development and 
growth of the economy hence proper flow of credit is the need 
of the hour. Banks not only raise assets through new deposits 
but they also reuse the assets which they get from the 
borrowers. NPAs affects the profits earned by the banks as 
they have to create bigger provisions for doubtful and bad 
debts. Hence, the research will be performed with the aim of 
analyzing the impact of NPA on the profitability of the banks. 
The research is also conducted to analyze the impact of 
important financial heads on NPA. 


B. Scope of the Study 


The research includes the combination of NPAs of banks 
(private and public) which are operating in India. As observed 
from the literature review, very few research in which both the 
impact of NPA on profitability as well as impact of important 
financial heads on NPA has been done. So, it becomes 
imperative to know these aspects of NPAs in the banks. 


C. Type of Research 


The research follows the descriptive research approach. 
Secondary data collected from the yearly reports of banks and 
from RBI website will be used for the research. The 
relationship and impact will be calculated using correlation 
and regression analysis. 


D. Objective 


1. To understand the concept of NPA and its recovery 
through various channels. 


2. To determine whether there is significant impact of 
Financial Head (total assets, total advances and total 
deposits) on NPA. 

3. To determine the impact on the profitability of banks due 
to NPA. 


E. Data Collection: 


The data related to NPA of banks was collected for the 
period 2014-2015 to 2018-2019 from the RBI publication 
“Bank Wise and Bank Group-Wise Gross Non-Performing 
Assets, Gross Advances and Gross NPA ratio of Scheduled 
Commercial Banks”. The data of financial heads were 
collected from the yearly reports of the selected commercial 
banks. 


F. Sample for the Study 


Convenience sampling was used. According to RBI data 
the five banks from each sector i.e. public and private, with 
the highest NPA were taken as sample for the research. 

The public banks selected as sample are: 

1. Bank of Baroda: Through an RTI, it was revealed that the 
NPA in this bank have increased six times between 2014 
and 2019," 

2. SBI: Due to increasing NPAs, SBI was downgraded by 
the Bank of America Securities."”! 

3. Bank of India: It was having high NPA as per RBI 
data"?! 

4. Punjab National bank: Due to the fraud, there was an 
increase in the NPAs and it also affected the performance 
of various other banks.!"*! 

5. Union Bank of India: It was having high NPA as per RBI 
data,!"”! 


The private banks selected for study are: 

1. ICICI Bank: Due to increasing NPAs, ICICI Bank was 
downgraded by the Bank of America Securities.” 

2. Axis Bank: It had reported a 998 per cent jump in its 
NPAs over the five financial years.” 

3. HDFC Bank: With rise in gross NPA, there has been an 
increase in the provisions for bad debt.?"! 

4. IDBI Bank: The Bank posted huge loss in 3™ quarter of 
2019 due to rise in number of NPA cases.” 

5. Yes Bank: The Bank posted huge loss in 3"! quarter of 
2019 due to rise in number of NPA cases.!”*! 
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G. Hypothesis 


Ho: “There is no significant impact of NPA and Profitability of 
banks.” 

Hı: “There is no significant individual impact of financial 
heads on the NPAs of banks.” 

H,: “There is no significant impact of financial heads on the 
NPAs of banks.” 


H. Analysis Technique 


1. Correlation Analysis: This technique is used to determine 
the relation between Net Profits and Net NPAs. 

2. Multiple Regression: This technique is used to determine 
the overall as well as individual impact of financial heads 
on the NPAs. 


I. Limitations of the Study 


1. The profits earned by the banks is affected by various 
elements however in this study the only focus is on NPA. 

2. There are many financial heads however we have 
considered only three viz. Total Assets, Total Deposits 
and Total Advances. 

3. Time period considered for this study is five years from 
2014-15 to 2018-19, thus for better results and better 
insights, a longer time period must be considered. 

4. Based on the highest NPA data, only five banks from 
each sector i.e. public and private were considered for this 
study and rest were ignored. 


tv. ANALYSIS AND 
INTERPRETATION 


A. Relation between NPA and Profitability of Private Banks 


Axis Bank HDFC Bank ICICI Bank IDBI Bank Yes Bank 
Net NPA NetProfit Net NPA NetProfit Net NPA Net Profit NetNPA NetProfit Net NPA Net Profit 
11,276 4677 21,078 13,577 3363 14837 -15,116 4,485 
16,592 276 17,487 27,886 6,777 28665 -8238 138 


8627 3609 1 14,550 25,451 9801 25206 -5,158 1,072 
2522 824 1 12,296 13,297 9726 14,643 -3665 28% 


1317 7,358 10,216 6256 11,175. 5,993 873 88 
-0.9493 0.9976 -0.2020 -0.3678 -0.3156 
0.01361374 00014427 0. 74455184 0.542486838 0.604992861 


Table 1 Net Profit and Net NPA of Private Sector Banks from 2014- 
15 to 2018-19 


Table 1 shows the correlation of NPA and Profits of 
private banks. AXIS Bank (-0.9493) shows a high negative 
correlation. Whereas, HDFC (0.984) shows a positive 
correlation. While ICICI Bank (-0.2020), IDBI (-0.3678) and 
Yes Bank (-0.3156) show a weak negative correlation. All the 


banks except HDFC have negative correlation showing the 
inverse relation between NPA and Profits. 

The p-value was obtained by applying linear regression on 
Net NPAs and Net profits of all the selected private banks. 

Table 1 depicts that the p-value in case of Axis (0.0136) 
and HDFC (0.0001) is less than 0.05 suggesting the rejection 
of Ho hypothesis indicating that the profits of Axis and HDFC 
got impacted due to NPA. 


B. Relation between NPA and Profitability of Public Banks 


State Bank of India Punjab National Bank Bank of India Bank of Baroda Union Bank of India 


NetNPA NetProfit NetNPA NetProfit NetNPA Net Profit Net NPA Net Profit Net NPA Net Profit 
65,895 862 30,038 -995 19119 -5547 15,610 434 20,332 
1,10,855 -6,547 48,684 -12,282 28207 -604 23,483 -2432 24,326 


58,277 10,484 32,702 1,325 25305 -1558 18,080 1383 18,832 

55,807 9951 35,423 -3974 27996 -6089 19,406 -5,39% 14,026 

27,591 13,102 15,397 3062 13,518 1,709 8069 + 3,398 6,919 
-0.9265 -0.7431 -0.7138 -0.747 -0.8526 
0.0236 0.1501 0.1757 0.1505 0.0664 


Table 2 Net Profit and Net NPA of the Public Sector Banks from 
2014-15 to 2018-19 


Table 2 shows the correlation of NPA and Profits of public 
banks. SBI (-0.9295), PNB (-0.7431), BOB (-0.7427), BOI (- 
0.7138) and UBI (-0.8526) show high negative correlation. 
This means that NPA is inversely proportional to Net Profit. 

The p-value was obtained by applying linear regression on 
Net NPAs and Net profits of all the selected public banks. 

Table 2 reveal that only in case of SBI the p-value 
(0.0236) is less than 0.05 suggesting the rejection of Ho 
hypothesis indicating that the profits of SBI got impacted due 
to NPA. 


C. Impact of Financial Heads on NPA of Private Bank 


P-Value of 

Financial Heads Axis HDFC ICICI IDBI Yes Bank 
0.428315 0.148404 0.77829 0.190872 0.130857 
Total Deposits 0.484898 0.171233 0.522416 0.602676 0.570661 
Total Advances 0.391334 0.139676 0.37266 0.105866 0.233245 


Overall 0.357342 0.004768 0.604163 0.209436 0.087789 


Table 3 P-Value of Financial Heads of Private Banks obtained 
through Multiple Regression 


Total Assets 


Table 3 depicts that the p-value for all the individual 
financial heads of all the private banks (p>0.05) suggesting the 
acceptance of H, hypothesis i.e. the individual financial head 
has no significant impact on the NPAs of the banks. 
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Table 3 shows that in case of HDFC (0.0047), the overall 
p-value i.e. when all the financial heads are taken together, 
(p<0.05) suggesting the rejection of Hz hypothesis i.e. these 
three financial heads together have a significant impact on the 
NPAs of HDFC bank. 


D. Impact of Financial Heads on NPA of Public Bank 


P-Value of 

Financial Heads SBI PNB BOI BOB UBI 
0.064259 0.22252 0.485368 0.124112 0.877766 
0.021597 0.295537 0.603424 0.097054 0.769894 
0.040666 0.739774 0.4145 0.195294 0.920098 
0.016758 0.34148 0.640321 0.182188 0.406809 


Total Assets 
Total Deposits 
Total Advances 


Overall 


Table 4P-Value of Financial Heads of Public Banks obtained 
through Multiple Regression 


Table 4 shows that the p-value of Total Deposits (0.02159) 
and Total Advances (0.040) of SBI is less than 0.05 
suggesting the rejection of null hypothesis i.e. Total Deposits 
and Total Advances have an individual impact on the NPAs of 
SBI. The p-value for all the individual financial heads of other 
public banks (p>0.05) suggest the acceptance of H; hypothesis 
i.e. the individual financial heads have no significant impact 
on the NPAs of the banks. 

Table 4 shows that in case of SBI (0.0167), the overall p- 
value i.e. when all the financial heads are taken together, 
(p<0.05) suggesting the rejection of H, hypothesis i.e. these 
three financial heads together have a significant impact on the 
NPAs of SBI. 


v. FINDINGS AND SUGGESTION 


1. With the help of correlation analysis, it was revealed that 
NPA was negatively correlated with Net Profits in the 
selected banks except HDFC. 

2. With the help of regression analysis, it was revealed that 
there was significant impact on Net Profits due to NPAs 
but only in the case of SBI, Axis and HDFC Bank. 

3. In HDFC bank it’s observed that Net NPA is positively 
correlated with Net Profit and through linear regression it 
was found that Net NPA has significant impact on Net 
Profit. However it may be ascertained that rise in NPAs 
may not lead to higher profits. 

4. Multiple Regression results show that although the 
financial heads as individual variables do not have 
significant impact on NPAs of bank except SBI. However 


in SBI and HDFC bank the impact on NPA is quite 
significant when the financial heads are taken together. 


Banks can take various measures to minimize future NPAs 
and be able to manage the existing ones. Some of the 
measures are: 

1. The Reserve Bank of India should revise the monitoring 
system as well as the existing credit appraisal. 

2. To ensure that customers do not divert their funds, the 
banks should regularly follow-up on their customers. 

3. At regular intervals, all the loan accounts should be 
reviewed. 

4. To overcome the flaws of credit appraisal and monitoring, 
banks should properly train their employees and staff. 

5. Banks may resort to 
scheme/compromise settlement 


settlement 
DRT, Lok 
Adalats etc. are ways through which recovery can be 
done. Nowadays banks are using the SARFAESI Act to 
manage the NPAs. 
6. A proper process should be followed before giving credit. 
7. Farmers often think that agricultural loans taken from 
banks will be waived off. Hence, the agriculturalist who 
can repay the agricultural credit may not come forward to 


one-time 
scheme. 


repay the loans in time. Therefore the farmers in our 
country requires a lot of counselling and the bank officers 
engaged in this activity should provide necessary advice 
and counselling. 


vi. CONCLUSION 


NPA is a critical factor which has adversely impacted the 
financial sector in India. NPAs affect the flow of credit which 
in turn affect the development and growth of the economy. 
The research showed that the public banks had higher NPA 
compared to private banks. The banks must now become 
proactive and should be ready to take tough measures so that it 
can recover from NPAs. The research also showed that NPA 
alone cannot be a measure for deciding/analyzing the health of 
a bank. For future research more banks from public and 
private sector can be taken. More financial heads can be 
considered for the research. Macroeconomic factor can also be 
considered for further research. 
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